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Another difficult balancing act for the ECB 
• ECB still pressured between rising inflation and weaker growth, but... 

• …Inflation peak in February and weak Q4 GDP growth data may increase room for manoeuvre from 
March meeting onwards 

• We still see two rate cuts by 25 bps in March and June 
At the February policy meeting, the ECB governing 
council is widely expected to leave rates unchanged at 
4% for the 8th consecutive month.  Market expectations 
towards an easing in policy have increased dramatically 
since the previous meeting however and now discount al-
most three rate cuts for 2008.  The main question for this 
meeting is whether the ECB will soften its hawkish lan-
guage and eventually drop its tightening bias. 

 
Until now, the ECB has continued to warn that higher 
inflation is a far more pressing concern than a slowing 
in economic activity and stressed that it ‘remained pre-
pared to act pre-emptively so that second-round effects and 
upside risks to price stability over the medium term do not 
materialise’.  However, recent eco data indicate that the 
ECB scenario of growth ‘broadly in line with potential’ 
is starting to look overly optimistic.   
 
The recession fears in the US, underscored by yesterday’s 
drop in the ISM non-manufacturing, together with evidence 
of a marked deterioration in UK domestic demand amplified 
by the strength in the euro will translate into a notably poorer 
external backdrop for euro zone activity in the coming 

months.  In addition, falling consumer and services confi-
dence and poor euro zone retail sales suggest that no sub-
stantial pickup in domestic demand should be expected.  As 
such, economic growth is expected to slow significantly 
from Q4 on and to fall below trend, which should ease 
current inflation concerns at the ECB.   
 
In this context, it’s interesting to note that the compos-
ite PMI of the manufacturing and services sector has 
now fallen to levels (51.8) slightly below those prevail-
ing when the ECB started to cut rates in May 2001 (April 
figure was 52.0).  At that time, the ECB was confronted with 
a similar problem of conflicting developments, whereby eco-
nomic growth had peaked, but inflation was still rising mainly 
due to higher food and oil prices.  It may be instructive that 
above target inflation did not prevent the ECB from cutting 
interest rates.  Indeed in May 2001, the ECB cut interest 
rates by 25 basis points from 4.75% to 4.50%, even 
though the inflation rate was moving up and hit 3.1% 
Y/Y in May. 

 

 
2-year yields drop below ECB rate despite ongoing 

hawkish ECB talk 

In 2001, the ECB didn’t wait on lower inflation data 
(dashed line) to start cutting interest rates (solid line), 

once the economic cycle (dotted line) had clearly 
turned for the worse. 
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One important difference this time compared to 2001 is 
related to the strong underlying rate of money and 
credit growth.  In the period from January to March 2001, 
the three-month average of the annual growth rate in M3 
was 4.8%, which is substantially lower than the current rate 
of 12.1%.  The stronger growth rate is seen by some at the 
ECB as signalling upside risks to price stability at medium to 
longer-term horizons now compared to 2001.  Hence, the 
different rate of money growth supports a more cau-
tious approach of the ECB governing council with re-
gard to interest rate cuts this time.  However since 2001, 
the monetary pillar has lost some of its importance within the 
ECB monetary policy framework and in its latest statement 
Trichet stated that ‘the annual growth rate is likely to have 
been influenced by a number of temporary factors, such as 
the flattening of the yield curve, the financial market turmoil 
and specific transactions associated with the restructuring of 
certain banking groups’.  As such, we wouldn’t exaggerate 
the importance of the current strong pace of money growth 
with regard to future rate decisions. 
 
The same conclusion can also be drawn from the vigorous 
growth in loans to the domestic private sector, which grew at 
an annual rate of 11.1% in December compared 8.4% in 
May 2001.  Current vigorous credit growth is mainly the 
result of strong loan growth to non-financial corpora-
tions (14.4%), while loans to households (6.2%) have 
already slowed to its lowest pace since September 
2003.  Previous credit cycles however indicate that growth in 
household loans tend to lead growth in corporate loans by 
around four quarters on average (ECB monthly bulletin of 
June 2007). Moreover, the peaks and troughs have typically 
been higher and deeper for corporate loans, which suggests 
that a significant slowing in demand for corporate loans is 
underway.  The January ECB bank lending survey supports 
this view, as it points a significant easing in demand as well 
as a tightening in credit conditions. 
 
Ahead of Thursday’s ECB meeting, we hold on to our 
longstanding view of two 25 basis points rate cuts in 
March and June of this year, but fully appreciate that 
the timing of the first rate cut could be a bit later.   
 
In all probability a March rate cut would require a further 
significant deterioration in the outlook for activity and/or 
greater pressures in financial markets.  While the ECB 
would be anxious not to be seen to respond to short term 
developments, other factors are moving in a direction that 
will create leeway for an early move. By the time of the 
March meeting, the ECB governing council will know the Q4 
GDP growth data and will have received an update of the 
ECB staff projections for growth and inflation.  Recent ECB 
comments have already pointed towards a downward revi-
sion of the growth projections, but left the implications for 

the inflation outlook mainly open.  Weaker growth should 
however also result in a lower inflation profile and may 
hence project inflation to fall substantially below the 2% in 
2009 (currently seen at 1.8% Y/Y).  In addition, according to 
the ECB calculations, favourable base effects from both 
energy and non-energy prices are expected to make sub-
stantial downward contributions to inflation developments 
from March onwards.  This implies that the annual inflation 
rate will probably peak in February and will start to decline 
gradually afterwards, which will increase the room for ma-
noeuvre.  Moreover compared to a few months ago, finan-
cial inflation expectations are also much less threatening.  
Since their peak in June at 2.35%, inflation expectations 
derived from French inflation linked bonds have fallen by 
around 20 bps to below 2.15% currently and are again in the 
range seen over the previous years.  This suggests that the 
ECB fears that overall longer-term inflation expectations 
may rise might be overdone, even while the price balances 
in several surveys remain elevated. 

 
Hence, going into this week’s ECB press conference, 
we hold on to our positive view for bonds, but wouldn’t 
add to current long positions, as the ECB may still be 
reluctant to soften its hawkish stance significantly at this 
meeting and given current market expectations, which dis-
count already three ECB rate cuts this year of which almost 
two are priced in by the June meeting.  A buy on dips ap-
proach towards the 104.50 level in the Schatz is there-
fore preferred.   
 
Bob Maes, KBC Bank, Brussels 
Austin Hughes, IIB Bank, Dublin 
 
 

 

Financial inflation expectations fall, despite current 
elevated inflation levels.  Is the ECB overly concerned 

about inflation? 



 

 
 

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 3

KBC Flash

Wednesday, February 6, 2008

 

Brussels Research (KBC) Global Sales Force 

Piet Lammens +32 2 417 59 41  

Peter Wuyts +32 2 417 32 35 Brussels   

Didier Hanesse +32 2 417 59 43 Corporate Desk +32 2 417 45 82 

Bob Maes +32 2 417 51 94 Commercial Desk +32 2 417 53 23 

 Institutional Desk +32 2 417 46 25 

Dublin Research (IIB)   

Austin Hughes +353 1 6646892 London +44 207 256 4848 

Prague Research (CSOB) Frankfurt +49 69 756 19372 

Jan Cermak +420 2 6135 3578 Paris +33 153 89 83 15 

Zdenek Safka +420 2 6135 3570 New York +1 212 541 06 97 

Jan Bures +420 2 6135 3574 Singapore +65 533 34 10 

Bratislava Research (CSOB)   

Marek Gabris +421 2 5966 8400 Prague +420 2 6135 3535 

Silvia Cechovicova +421 2 5966 8405 Bratislava +421 2 5966 8436 

Warsaw Research (Kredytbank) Budapest +36 1 328 99 63 

Piotr Radzewicz +48 22 6345 946 Warsaw   +48 22 634 5210 

Budapest Research (K&H)   

Gyorgy Barcza +36 1 328 99 89   

Our reports are also available on: www.kbc.be/dealingroom 
This non-exhaustive information is based on short-term forecasts for expected developments on the financial markets. KBC Bank cannot guarantee that these forecasts will materialize and cannot be 
held liable in any way for direct or consequential loss arising from any use of this document or its content. The document is not intended as personalized investment advice and does not constitute a 
recommendation to buy, sell or hold investments described herein. Although information has been obtained from and is based upon sources KBC believes to be reliable, KBC does not guarantee the 
accuracy of this information, which may be incomplete or condensed. All opinions and estimates constitute a KBC judgment as of the data of the report and are subject to change without notice. 


